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Preface 


Most  farm  businesses  are  owned,  managed  and  operated 
by  families.  While  this  adds  a  degree  of  continuity  and 
stability  to  the  operation,  most  will  be  owned  and  operated 
for  a  number  of  years  jointly  by  two  or  more  generations. 
This  common  ownership  and  operation  of  the  business, 
with  its  eventual  transfer  to  the  younger  generation,  gives 
rise  to  the  need  for  sound  business  agreements. 

This  publication  provides  a  basic  understanding  of  some  of 
the  issues  farm  families  face  when  considering  a  joint 
business  operation.  These  issues  should  be  considered 
before  exploring  more  detailed  publications  on 
incorporation,  partnerships,  joint  ventures  or  tax 
management  strategies. 


This  publication  was  written  with  the  advice  and  expertise 
of  Garry  Bradshaw,  management  specialist.  Merle  Good, 
provincial  tax  specialist  and  Paul  Gervais,  agricultural 
economist,  all  with  Alberta  Agriculture,  Food  and  Rural 
Development. 

Dr.  Glen  Mumey,  Head,  Department  of  Finance  and 
Management  Science  and  Dr.  Len  Bauer  Professor,  Rural 
Economy  of  the  University  of  Alberta  provided  valuable 
insight  to  the  overall  direction  of  the  publication  as  well  as 
review  of  the  specific  material. 

Ted  Darling,  farm  management  specialist,  with  Alberta 
Agriculture,  Food  and  Rural  Development  reviewed  drafts 
of  the  publication  and  provided  insight  into  the  technical 
and  extension  aspects  of  the  publication. 
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Introduction 


Two  or  more  families  operating  a  business  together 
requires  an  understanding  of  the  various  personaHties  and 
must  have  the  abihty  to  communicate.  This  is  especially 
true  when  these  families  involve  parents  and  children  or 
brothers  and  sisters.  Business  agreements,  while  not 
ensuring  the  people  will  work  together,  can  help  by 
outlining  the  ownership,  management  and  operating 
arrangements. 

Formal  agreements  may  seem  too  "formal"  for  families  who 
prefer  to  "play  it  by  ear"  and  deal  with  issues  as  they  come 
up.  This  may  be  okay,  but  when  it  doesn't  work  it  is  often 
too  late  or  too  difficult  to  deal  with  a  crisis.  A  few  days  set 
aside  to  examine  issues  early  in  the  life  of  a  business  will 
pay  off  later. 

Although  the  final  form  of  the  business  arrangement  is 
important,  it  is  often  the  process  of  working  and  talking 
through  the  issues  and  finding  solutions  that  pays 
dividends.  Developing  a  process  to  recognize  and  deal  with 
major  issues  is  important  in  today's  fast  moving  and  ever 
changing  economic  environment. 

Take  a  few  minutes  to  look  over  the  contents  of  the  book 
before  reading  the  detailed  discussions.  If  you  have  already 
made  many  of  the  preliminary  decisions,  you  may  wish  to 
jump  ahead  into  the  specifics  of  the  various  operating  or 
ownership  agreements.  If  you  are  just  starting  out,  work 
through  the  issues  and  alternatives  first. 
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FAMILY 
BUSINESS 
ISSUES 


Matching  dreams  to  reality 


When  a  family  is  considering  bringing  in  a  second  family 
or  family  member,  they  need  to  examine  several  family 
and  business  issues.  It  is  important  not  to  miss  things  or 
take  issues  for  granted.  Even  though  some  issues  may 
seem  rather  thorny,  it  is  better  to  deal  with  them  at  the 
start  than  to  have  them  surface  later  and  ruin  an 
otherwise  good  plan. 

For  some  families,  the  issues  centre  around  what  the 
proper  business  arrangement  should  be.  While  this  is 
certainly  important,  it  is  not  the  first  issue  that  should  be 
considered.  The  three  underlying  questions  for  all  families 
contemplating  a  multi-family  business  to  address  are: 

Is  the  business  profitable? 

Can  we  afford  a  multi-family  business? 

Do  we  want  to  farm  together? 

Each  of  these  questions  will  be  considered  so  that  family 
members  can  examine  them  for  themselves  and  develop 
answers  as  a  team.  Each  family  has  to  come  up  with  its 
own  answers.  There  may  be  people  who  can  help  a  family 
sort  through  some  of  the  calculations  and  thought 
processes,  but  only  the  family  can  generate  the  answers  for 
their  operation. 

While  it  is  good  to  dream  and  have  lofty  goals,  this  exercise 
is  one  of  examining  the  reality  of  the  family  and  the 
business  and  the  financial  environment  within  which  it 
will  be  working  in  order  to  come  up  with  a  business 
arrangement  that  works. 


Is  THE  BUSINESS  PROFITABLE? 


The  answer  to  this  question  involves  an  examination  of  the 
flow  of  income  and  potential  capital  gains  over  the  life  of 
the  business.  This  will  probably  require  the  services  of  a 
financial  management  specialist. 

Profits  are  earned  from  either  business  income  made 
through  the  yearly  production  process  or  capital  gains, 
through  the  sale  of  capital  assets  for  more  than  their 
purchase  value.  Farm  businesses  are  no  exception.  They  do 
make  money  from  yearly  production.  It  is  important  to 
estimate  the  accrued  net  income  of  the  business.  Then,  by 
subtracting  a  reasonable  charge  for  labor,  the  yearly  profit 
can  be  established. 

At  the  end  of  the  planning  period,  profit  from  production  is 
added  to  an  estimate  of  the  increase  in  value  of  capital 
assets,  usually  land.  An  important  part  of  many  farm 
businesses  is  the  long-term  increase  in  the  value  of  land. 
This  increased  value  is  often  passed  on  to  the  next 
generation  with  out  being  realized.  However,  it  is  still  an 
important  element  of  profit  and  increases  wealth  to  the 
families  involved. 

Farm  families  may  not  require  the  absolute  maximum  of 
profit.  However,  they  may  not  be  interested  in  investing 
years  of  hard  work  and  effort  into  a  business  if  they  feel  it 
has  little  or  no  chance  of  making  a  profit.  While  it  may 
seem  like  the  profits  from  farming  have  not  been  high  in 
the  past,  it  is  worthwhile  examining  the  facts.  A  study  by 
the  Department  of  Rural  Economy  at  the  University  of 
Alberta  indicates  that  the  level  of  returns  to  Alberta 
farmlands  has  been  in  the  order  of  20%  per  year  when  both 
yearly  profits  and  land  appreciation  are  taken  into 
account. 

Even  if  farm  profits  are  less  than  in  some  other  businesses, 
that  should  not  prevent  children  from  taking  over  the 
ownership  of  the  farm  assets  or  becoming  involved  in  the 
operation  of  the  farm  with  their  parents.  It  does  mean  that 
everyone  should  know  what  the  facts  are  and  be  prepared 
1  to  deal  with  them  realistically. 

W.E.  Phillips  et  al,  Alberta 
Farmland  Asset  Returns  in  the 
Context  of  Portfolio  Investment, 
Staff  Paper,  Department  of 
Rural  Economy,  Faculty  of 
Agriculture  and  Forestry, 
University  of  Alberta. 
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Can  we  afford  a  multi-family 
business 


The  profits  of  the  business  must  not  only  be  positive,  but 
there  must  be  enough  cash  generated  to  pay  each  family 
adequate  living  costs,  make  principal  payments  on  loans, 
replace  machinery  and  equipment,  and  provide  for  savings 
for  retirement.  The  preparation  of  cash  flow  projections 
will  establish  the  cash  requirements  and  any  shortages. 

For  businesses  that  are  building  livestock  herds  or  other 
forms  of  inventory  as  a  way  to  expand,  it  is  essential  to 
realize  this  revenue,  while  increasing  their  profit,  will  not 
be  available  as  cash. 

Will  the  business  generate  enough  cash  to  operate 
the  business  and  provide  for  the  households? 

If  a  new  family  or  family  member  is  joining  the  operation, 
time  should  be  spent  examining  the  additional  needs  of 
these  people  and  whether  the  business  will  be  able  to 
generate  sufficient  cash.  Even  if  it  is  only  a  child  coming 
in,  it  should  be  looked  on  as  an  additional  family.  The 
Family  Living  Expenditure  Study  carried  out  by  Alberta 
Agriculture,  Food  and  Rural  Development  provides  insight 
into  the  living  costs  of  173  Alberta  farm  families. 

Requirements  prior  to  retirement  are  important  because 
many  families  will  neither  be  old  enough  to  retire  nor 
intend  to  retire  as  soon  as  the  new  family  enters.  The 
parents'  ability  to  reduce  personal  spending  or  the 
business's  ability  to  increase  income,  so  that  the  incoming 
family  can  have  enough  to  cover  their  needs,  is  often 
limited.  It  is  vital  to  have  a  plan  that  states  the  amount  of 
income  required  by  each  party  and  where  it  will  come  from. 

Many  families  involved  in  business  have  most  if  not  all  of 
their  assets  and  sources  of  income  tied  up  in  the  business. 
They  may  have  intended  to  set  up  a  retirement  fund,  but 
the  requirements  of  the  business  never  really  allowed  it  to 
happen.  For  these  families,  the  business  is  their 
retirement  fund.  A  problem  arises  if  the  business  cannot 
afford  the  extra  family. 

Making  the  most  money  possible  may  not  be  important  to 
many  people,  but  having  enough  to  live  comfortably  often 
is.  Examining  affordability  allows  the  members  of  the 
families  to  examine  how  much  money  they  need  and 
whether  the  proposed  business  venture  will  provide  it. 
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Will  the  business  provide  sufficient  financial 
security  for  the  families? 

Income  is  important  but  sometimes  it  is  overshadowed  by 
the  need  for  long-term  financial  security.  The  family  may 
be  in  a  situation  where  they  have  worked  long  and  hard  to 
get  where  they  are,  debts  are  under  control  and  they  are 
feeling  comfortable.  The  unwillingness  to  jeopardize  this 
security  may  mean  that  they  cannot  afford  to  bring  in  a 
second  family. 

This  lack  of  financial  security  may  result  from  an 
uneasiness  about  exchanging  assets,  such  as  land  for  cash, 
or  because  the  business  cannot  provide  sufficient  assets  for 
both  families.  The  parents  must  be  clear  about  the  amount 
and  type  of  assets  they  require  for  financial  security 
during  their  retirement. 

In  some  cases,  the  parents  still  have  considerable  debt 
themselves  and  are  unable  or  unwilling  to  exchange  any 
assets  or  pledge  them  as  security  to  cover  new  debts  of  the 
children  wanting  in. 

Expansion  is  often  contemplated  when  the  business  is 
unable  to  support  the  new  family  in  any  commercial  way 
or  the  parents  do  not  want  to  transfer  any  of  their  income 
or  security.  Borrowed  money  is  frequently  used  to 
accomplish  this.  Carefully  examine  your  plans  to  ensure 
the  chances  of  success  are  reasonable  and  the  risks  are 
acceptable. 

Will  the  business  provide  sufficient  returns  to 
provide  housing  for  each  of  the  families? 

This  demand  is  of  a  personal  nature  as  is  the  issue  of 
affordability,  but  it  is  sufficiently  important  to  warrant  its 
own  discussion.  Many  families  do  not  intend  to  live  in 
mobile  homes  forever  nor  do  they  plan  to  move  into  the  old 
house  once  the  parents  have  moved  out.  The  younger 
family's  desire  for  a  new  house,  coupled  with  the  want  or 
need  of  the  older  family  for  different  housing,  may  impose 
demands  on  the  family  business  that  are  too  great. 

The  families  should  discuss  their  needs  and  wants  for 
housing  and  then  examine  whether  the  business  and/or 
outside  sources  of  income  will  be  sufficient. 


Will  the  parents  be  able  to  afford  to  treat  all  of  their 
children  fairly? 

The  family  must  consider  what  financial  support  will  be 
provided  to  each  child  as  they  embark  on  their  careers.  It 
may  mean  assisting  a  child  to  attain  an  education  or 
helping  other  children  to  start  a  business. 

The  desire  of  parents,  while  alive,  to  provide  some 
assistance  to  all  of  their  children,  as  well  as  to  leave  a  fair 
share  of  their  estate  to  each  child,  may  mean  that  they 
cannot  afford  to  bring  any  one  child  into  the  business. 

Will  the  business  be  able  to  borrow  the  funds 
required  and  be  able  to  repay  them  with  a 
reasonable  degree  of  certainty? 

Most  business  owners  have  limited  equity  and  so  require 
debt  to  finance  capital  investments  and  operate  the 
business.  Without  sufficient  amounts  of  debt  capital,  these 
businesses  would  eventually  cease  to  operate  due  to  lack  of 
funds.  This  debt  must  be  available  with  terms  that  the 
family  finds  acceptable  and  the  business  can  handle. 

Being  able  to  repay  the  loans  with  a  reasonable  degree  of 
assurance  is  also  essential.  While  the  interest  pajrments 
have  already  been  considered  when  the  profit  calculation 
was  made,  the  principle  must  also  be  paid. 

Does  the  business  generate  sufficient  cash  to  cover 
the  replacement  of  depreciable  assets? 

In  a  calculation  of  profit  an  amount  is  included  for 
depreciation  of  assets.  If  the  proper  amount  is  calculated, 
then  replacement  costs  are  taken  care  of  Whenever 
depreciable  assets  are  required,  make  sure  there  is 
sufficient  cash  available  or  money  can  be  borrowed  to 
purchase  them. 


Consideration  of  the  amount  of  cash  generated 
from  outside  the  business  is  important. 

Off-farm  sources  of  cash  are  often  required,  especially 
when  a  new  family  or  member  is  taken  into  the  business. 
The  extent  to  which  this  form  of  income  is  needed  will 
often  dictate  the  desirability  of  bringing  someone  into  the 
business. 

The  person  who  has  the  best  potential  for  off-farm  income 
is  not  always  the  one  who  wants  to  or  is  best  able  to 
remove  her/himself  from  the  business.  When  this  off-farm 
income  is  generated,  families  must  consider  how  that 
person  will  be  remunerated  for  this  contribution  to  the 
family  business.  Even  if  the  money  is  used  for  personal 
expenditures,  they  should  be  compensated  because  there 
will  be  less  money  withdrawn  from  the  business  and  more 
for  reinvestment  and  operating  the  business. 


WE  WANT  TO  FARM  TOGETHER? 


This  question  is  aimed  at  each  member  of  the  family 
business  and  not  just  the  managers  or  operators.  For 
example,  if  there  are  spouses  who  do  not  wish  to  become 
involved  in  the  business  or  who  feel  forced  into 
involvement,  their  concerns  should  be  discussed.  This  is 
easier  said  than  done.  The  family  will  probably  require  an 
outside  person  to  help  them  work  through  this  discussion. 


Who  can 

WORK 
TOGETHER? 


Within  family  businesses,  it  is  sometimes  assumed  that 
any  family  member  who  wants  to  become  involved  will  fit 
in.  It  is  important  to  discuss  their  ability  to  work  together, 
rather  than  just  leaving  things  to  chance. 

Some  families  can  work  together  with  few  if  any  major 
problems.  On  the  other  hand,  some  families  or  individual 
family  members  cannot  work  together  for  long  before 
trouble  erupts. 

The  ability  to  work  together  in  a  family  business  refers  to 
the  method  of  identifying  and  resolving  conflict  and  not 
the  number  of  conflicts  that  occur.  No  formula  will  tell 
whether  families  can  work  together.  Just  because  everyone 
wants  to,  or  feels  that  they  should,  does  not  mean  they 
can.  A  wise  family  admits  to  its  deficiencies  rather  than 
hiding  or  ignoring  them. 

If  family  members  are  able  to  resolve  difficulties,  it  will  be 
easier  to  run  the  family  business  together.  If,  however,  the 
family  has  had  little  or  no  ability  to  resolve  problems  in  a 
manner  satisfactory  to  the  individuals,  it  may  be  better  not 
to  try  working  together.  In  this  case,  parents  may  prefer  to 
help  establish  their  child(ren)  in  their  own  careers, 
whether  that  is  farming  or  not. 

Parents  may  be  able  to  get  along  with  their  children,  but 
the  children  may  not  work  well  together.  No  matter  what 
the  reason,  it  may  be  wise  for  the  parents  to  bring  children 
into  separate  parts  of  the  business.  Then,  once  the  parents 
have  died  or  left,  siblings  can  operate  separately. 
Separating  joint  operations  after  many  years  of  farming 
can  pose  a  major  problem  if  this  requirement  has  not  been 
recognized  and  planned  for  from  the  outset. 
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Leaving  the  issue  of  being  able  to  work  together  until  the 
children  are  adults  may  be  too  late.  Parents  who  are 
contemplating  their  children  taking  over  the  business 
should  start  developing  a  good  working  relationship  with 
them  early  on. 


Goals 


Parents  Goals 


Each  person  must  think  through  and  discuss  their 
personal,  family  and  business  goals.  Without  examining 
each  of  these  goals,  there  is  a  chance  that  only  the 
business  will  be  considered  and  it  will  appear  to  be  taking 
over  peoples  lives.  Every  member  of  a  family  business  has 
a  personal  and  family  life  outside  the  business.  Realizing 
and  fostering  this  individuality  will  develop  people  who  are 
better  able  to  contribute  to  the  well  being  of  the  business. 

Few  families  are  able  to  examine  the  individual,  family 
and  business  goals  without  some  form  of  facilitator  or 
facilitation  process.  People  may  jump  to  conclusions  about 
what  the  goals  of  other  family  members  are.  Through  good 
communications  and  perseverance  everyone  will  be  able  to 
share  their  goals. 

It  may  turn  out  the  goals  of  the  individual  families  are 
incompatible  or  the  family  business  is  unable  to  fulfil  all 
their  needs  and  desires.  Uncovering  these  situations  will 
provide  an  opportunity  for  the  family  to  deal  with  what 
each  person  really  wants  out  of  life  and  the  family 
business.  It  may  be  possible  to  work  out  alternatives  to 
satisfy  everyone's  desires,  or  plans  may  have  to  be  altered 
significantly.  In  either  case,  it  is  better  to  deal  with  facts 
than  unfounded  assumptions. 

There  are  several  areas  in  which  the  parents  need  to 
clarify  and  communicate  their  goals  for  the  future.  Dealing 
with  these  issues  will  avoid  the  assumption  that  children 
know  what  the  parents  are  thinking  and  avoid  possible 
surprises  and  problems. 

Keep  in  mind  that  the  parents  have  considerable  rights 
over  the  business  because  they  have  built  it  up  over  the 
years  through  their  work  and  with  their  savings.  Children 
should  not  think  that  parents  are  obligated  to  discuss 
everything  and  provide  all  the  details.  Parents  have  the 
right  to  keep  their  options  open  and  feel  free  to  indicate 
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that  they  are  retaining  the  right  to  change  their  mind  in 
the  future. 

If  this  desire  for  privacy  and  flexibihty  is  such  that  the 
children  don't  feel  comfortable  in  the  business,  so  be  it. 
Remember,  children  are  not  owed  a  business. 

Who  should  be  involved  and  when? 

Parents  need  to  clarify  their  goals  and  expectations  about 
whom  they  feel  should  become  involved  in  the  business 
and  when  they  will  be  invited  to  join.  Parents  may  hope 
that  all  their  children  will  join  them,  or  the  parents  may 
intend  for  only  one  child  to  return  and  not  until  they  are 
ready  to  retire. 

While  few  parents  intend  to  leave  their  estate  to  their 
children  in  equal  portions,  most  want  to  be  fair.  If  one 
child  is  given  a  major  portion  of  the  farming  business,  it 
may  mean  there  is  little  or  nothing  left  for  the  others. 
Some  parents  feel  that  if  any  child  wants  to  participate  in 
the  family's  estate,  then  they  must  come  home  and  farm. 

Parents  who  have  the  goal  of  continuing  to  farm  with  other 
family  members,  such  as  brothers  or  sisters,  may  make  it 
unattractive  for  children  to  become  involved.  The  older 
generation  may  need  to  separate  their  business  before  the 
next  generation  becomes  involved. 

If  parents  intend  to  enable  long-term  employees  to  become 
involved  in  the  management  and  ownership  of  the 
business,  this  needs  to  be  clarified. 

Parents  need  to  clarify  their  goals  of  having  in-laws 
become  directly  involved  in  the  business.  Their  degree  of 
involvement  is  particularly  critical  if  the  parents  are  also 
contemplating  their  own  children  becoming  involved. 

Often  the  desire  to  continue  the  family  farm  from  one 
generation  to  another  is  strong.  This  desire  may 
overshadow  issues  of  affordability  and  profitability.  The 
emotional  attachment  to  "keeping  the  farm  in  the  family" 
must  be  dealt  with  directly  to  prevent  misunderstandings 
and  tension  in  the  family. 


Retirement 


Retirement  is  an  uncomfortable  issue  for  many  people  and 
is  avoided  by  many  family  business  owners.  It  involves  the 
timing  of  retirement  and  knowing  income  needs,  living 
arrangements,  farming  involvement,  etc.  This  information 
will  help  everyone  become  more  aware  of  what  the  parents 
expect  and  hope  will  happen. 

Family  members,  including  the  parents,  must  realize 
retirement  does  not  necessarily  mean  disposing  of  all 
farming  assets  or  moving  out  of  their  house.  It  may  only 
refer  to  removing  themselves  from  the  work  and 
management  of  the  business.  While  remaining  owners  of 
the  business,  everyone  should  expect  they  will  have 
involvement  in  the  direction  of  the  business,  as  if  they 
were  on  the  board  of  directors,  but  no  longer  the  general 
manager  or  employee.  Making  this  distinction  about 
retirement  may  help  both  generations  become  more 
realistic  about  their  expectations  and  roles. 

If  the  parents  have  no  intention  of  retiring,  but  have  not 
clarified  this  with  their  children,  hard  feelings  and 
disappointment  may  result.  There  is  no  mandatory 
retirement  age  for  family  business  owners.  Some  intend  to 
stay  around  and  do  less  work,  but  retain  a  decision-making 
role  for  life.  Others  intend  to  leave  the  business  and  move 
away  so  as  not  to  interfere  with  the  next  generation. 

Control 

If  parents  do  not  feel  comfortable  giving  up  control  of  the 
business,  they  may  consider  sharing  control  with  the  new 
family.  If  their  goals  include  keeping  complete  control  until 
retirement  or  after,  this  should  be  clarified. 

The  new  family  must  carefully  consider  their  lack  of 
control  over  the  business  and  thus  part  of  their  lives  for 
several  years.  If  this  is  unacceptable,  then  other 
arrangements  should  be  made. 

Farming  Children's      Children  may  want  to  return  to  the  business  only  when 
Goals  parents  are  ready  to  leave.  On  the  other  hand,  parents 

may  be  expecting  the  children  to  return  to  work  with  them 

because  they  do  not  intend  to  leave. 
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Fanning  children  must  think  through  their  Hfelong  career 
aspirations  and  be  sure  their  personal  and  families  goals 
are  consistent  with  all  that  is  involved  with  owning, 
managing  and  operating  a  multi-family  business.  The 
business  aspects  alone  require  people  with  entrepreneurial 
interests  and  abilities.  Coupling  this  with  personal  issues 
may  make  some  children  stop  and  reconsider  entering  the 
business. 

Non-Farming  All  children  of  farming  parents  have  goals  and  aspirations 

Children's  Goals  their  future.  Just  because  they  do  not  intend  to  farm 

does  not  mean  they  should  be  excluded  from  the  family 
discussions  about  goals.  A  family  that  can  discuss  what 
each  person  and  family  wants  to  achieve  is  better  able  to 
support  each  other,  no  matter  what  occupation  they  choose. 

There  may  be  children  who  have  no  desire  or  intention  of 
returning  to  the  farm,  but  who  expect  to  inherit  business 
assets. 


Analyzing  the  situation 


After  each  family  has  examined  the  issues  of  profitabiHty, 
affordabihty  and  desirabiHty,  the  famihes  must  compare 
their  answers  and  see  where  they  stand  in  relation  to 
continuing  with  a  multi-family  business. 


Profitable, 
affordable 
and  desirable 


The  ideal  situation  is  when  "y^s"  is  the  answer  to  all  three 
questions  and  the  families  are  operating  within  the  shaded 
intersection  area  of  figure  1.  In  this  case,  the  business  is 
profitable,  the  families  can  afford  it  and  they  all  want  to  do 
it.  If  this  is  your  situation  then  proceed  to  page  24  and 
examine  the  issues  and  alternatives  in  setting  up  the 
business. 


Figure  1 

Even  if  you  have  answered  "no"  to  one  of  the  questions,  it 
may  still  be  desirable  to  proceed  with  a  multi-family 
business. 


Profitable, 
affordable 
not  desirable 


A  situation  where  the  business  is  profitable  and  the  family 
can  afford  it  but  someone  does  not  want  to  do  it  is 
represented  by  figure  2. 

This  may  seem  like  an  impossible  situation,  but  it  may  be 
that  the  underlying  assumptions,  goals  or  arrangements 
need  to  be  changed.  For  example,  if  one  family  member  is 
not  interested  in  participating  but  others  are,  the  business 
may  still  succeed  if  the  plans  are  adjusted  to  allow  that 
member  to  remain  separate. 
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Great  care  should  be  taken  to  not  just  smooth  over  or  cover 
up  the  situation  but  to  really  deal  with  it.  Unhappy  people 
may  not  maintain  profitable  businesses  and  will  probably 
not  make  good  business  associates. 


Affordable, 
desirable  not 
profitable 


An  unprofitable  business  that  the  family  can  afford  and 
wants  to  operate  is  shown  in  the  shaded  area  of  figure  3. 
This  may  mean  the  business  is  not  as  profitable  as  other 
alternatives,  but  is  more  personally  acceptable.  The  family 
may,  or  may  not,  want  to  work  on  ways  to  improve  the 
profitability  of  the  business. 

If,  after  a  complete  discussion  of  the  situation,  the  decision 
is  to  continue,  then  the  remaining  issues  and  alternatives 
should  be  considered  carefully. 
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Profitable, 
desirable  not 
affordable 


A  business  that  a  family  wants  to  operate  and  is  profitable 
but  which  they  can  not  afford  is  represented  by  figure  4. 

This  situation  will  require  further  examination  before 
proceeding.  If  the  family  cannot  afford  to  do  it  because 
they  cannot  borrow  the  required  funds,  then  they  will  have 
to  try  to  get  people  involved  who  have  equity.  This  may 
mean  bringing  in  other  family  members  who  are  willing  to 
contribute  to  a  profitable  venture  and  want  to  get  involved. 
It  will  probably  be  difficult,  if  not  impossible,  to  get 
non-family  members  involved  in  a  family  business. 

If  a  family  cannot  afford  to  operate  a  business  because  it  is 
too  small  to  provide  the  cash  required  by  all  the  family 
members,  other  sources  of  income,  such  as  off-farm  jobs, 
must  be  found.  It  may  be  possible  to  expand  the  operation, 
but  family  members  must  ensure  that  the  expanded 
operation  will  maintain  profits  and  provide  cash  surpluses 
sufficient  to  handle  any  debts  and  personal  withdrawals. 

Farmers  who  want  to  transfer  a  profitable  business,  but 
cannot  afford  to,  may  proceed  if  someone  is  willing  to 
subsidize  the  transfer. 


Unworkable 
situations 


If  the  family  answers  no  to  any  two  of  the  three  questions 
then  they  will  likely  not  proceed  with  the  project.  While 
this  may  disappoint  the  participants,  it  is  better  to 
discover  the  situation  is  unworkable  before  children 
commit  themselves  to  a  dead-end  career  or  the  parents 
transfer  or  borrow  assets  that  later  are  lost. 
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Subsidizing  farm  transfers 


Fanning  children  may  subsidize  a  transfer  by  taking  lower 
returns  and  off-farm  employment.  The  subsidy  may  also 
come  from  the  non-farming  children  accepting  less  help 
from  the  parents  and  reduced  participation  in  the  estate. 
Parents  can  contribute  to  a  farm  transfer  through  reduced 
retirement  income  and  making  a  gift  of  assets  that  they 
would  have  preferred  to  keep  for  retirement.  Usually,  the 
subsidization  is  arrived  at  through  a  combination  of  the 
above. 

Families  who  examine  this  issue  of  who  will  subsidize  the 
transfer  will  be  better  able  to  openly  discuss  the  situation 
and  make  everyone  aware  of  what  will  be  required.  This 
may  not  lessen  the  financial  burdens,  but  it  will  reduce  the 
chance  of  misunderstanding  and  disappointment  later.  It 
will  also  allow  the  families  to  take  advantage  of  some  of 
the  alternative  arrangements  discussed  in  this  section  as 
ways  to  lessen  the  burden  on  any  one  person  or  family. 


YV/\Q  ES  OR  Bringing  a  family  into  the  business  on  salary  or  wages, 

A I  A  P I when  it  is  not  possible  to  sell  them  assets,  is  one  of  the 

most  common  forms  of  dealing  with  this  issue.  The  future 
may  look  bleak  for  the  new  family  unless  there  are 
changes  to  the  economic  situation  that  eventually  make 
investment  in  the  business  affordable. 

Many  families  are  involved  with  family  businesses  and 
have  their  futures  staked  on  eventually  taking  over  the 
business,  yet  are  getting  no  closer.  In  some  cases  the 
family  is  getting  further  away  from  actual  ownership.  As 
these  families  get  older  and  their  responsibilities  increase, 
they  become  more  and  more  discontent  with  just  having  a 
wage  or  salary. 


Reduced  Transferring  assets  at  less  than  market  value  is  a  common 

A  ^^FT  \/ A I  I  I F^  method  of  helping  a  new  family  member  enter  the 

A^DL    V  ALU  business.  This  may  involve  land,  machinery  or  livestock, 

depending  upon  the  situation  and  the  families.  (See  Asset 

Ownership) 
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L  EN  I E  NT  When  parents  sell  and  hold  mortgages,  agreements  for 

PFPAV\/1FMT  ^^^^     notes,  they  may  be  able  to  provide  repayment  terms 

/VI  t  IN  ^Yiat  are  less  rigorous  than  those  found  in  the  market  place. 

TERMS 

•  Reduced  interest  rates  are  often  used  to  subsidize  the 
new  family  as  they  buy  into  the  business.  These  rates 
may  be  set  at  any  value  from  zero  to  fair  market.  This 
will  not  only  reduce  the  amount  of  payment  made  but 
will  have  an  impact  on  the  taxable  income  of  both 
families. 

•  Flexible  repayment  schedules  allow  payments  to  be 
reduced  or  postponed,  depending  on  the  agreement. 
There  may  be  accrued  interest  on  these  postponed 
payments  as  a  means  of  protecting  the  parents  in  case 
the  asset  is  sold.  The  interest  rate  may  also  be 
adjusted  upwards  in  exchange  for  the  parents  taking 
on  high  risk  by  allowing  children  to  buy  in  with  a  low 
equity  positions. 


Redistribution  Reducing  the  parents  share  of  farm  income  to  below  what 
OF  IMPOMF  they  deserve,  while  increasing  the  children's  share,  may 

enable  the  children  to  purchase  farm  assets  which  would 

otherwise  be  unaffordable. 


OFF-FARM  '^^^  requirement  for  income  from  outside  the  business  to 

I  NrOMF  support  the  families  and  possibly  the  business  itself  should 

be  discussed.  Young  families  may  be  having  children  of 
their  own,  which  will  interrupt  this  extra  income.  Parents 
working  off  the  farm  may  not  be  interested  in  doing  so  for 
ever. 


When  more  than  one  child  is  involved  in  the  business,  and 
one  of  them  or  their  spouse  works  outside  the  business, 
that  family  will  have  more  disposable  income  than  the 
other  family.  Is  this  extra  money  to  be  added  to  the 
business  and  if  so  will  they  then  be  given  a  greater  share? 
If  one  spouse  works  directly  with  the  business  and  the 
other  one  works  outside,  it  is  unlikely  that  the  business 
can  or  should  pay  equivalent  "off-farm"  wages  to  the  one 
on  the  farm.  This  can  cause  problems  unless  it  is 
recognized  and  dealt  with. 
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MULTI-FAMILY  SITUATIONS 


D I S  A  BLED  Mentally  or  physically  disabled  children  may  require 

II  pinriv  I  support  for  the  remainder  of  their  lives.  This  may  greatly 

affect  the  amount  of  money  the  parents  can  use  before  or 
after  retirement  to  help  other  children. 

When  the  parents  die,  the  public  trustee  will  ensure  that 
sufficient  assets  are  retained  to  take  care  of  disabled 
children  for  the  rest  of  their  lives.  This  will  have  an  effect 
on  the  method  and  timing  of  asset  transfer  and  what  can 
and  cannot  be  transferred  from  the  estate.  If  parents  want 
to  ensure  that  the  business  transfers  to  other  children,  it  is 
usually  wise  to  do  so  prior  to  death. 


Parents  '^^^  share  of  the  farming  business  that  goes  to  a  new 

PF\/lAPPVIMr"  spouse  after  remarriage  is  an  important  issue  in  a 

T  I INU  multi-family  business.  In  many  cases,  the  farming  children 

will  be  greatly  concerned  when  one  of  their  parents 
indicate  they  intend  to  remarry.  This  is  especially  true 
when  the  children  do  not  own  a  viable  share  of  the 
business  assets. 

If  the  parents  do  not  make  their  goals  clear  and  are  unable 
or  unwilling  to  involve  all  of  their  children  in  goal  setting 
discussions,  problems  will  likely  result.  Once  more, 
establishing  personal,  family  and  business  goals  will  pay 
large  dividends  in  understanding  and  harmony  among 
family  members. 


Marriage  of 
the  children 


When  any  of  the  children  marry,  a  decision  must  be  made 
about  the  involvement  of  their  spouse  in  the  ownership  or 
rights  to  ownership  of  the  business.  Marriage  contracts  are 
uncommon,  but  they  do  clearly  describe  the  rights,  if  any, 
spouses  have  in  the  business  during  the  marriage  and  at 
dissolution,  should  it  occur. 


D I VORCE  This  topic  is  on  the  minds  of  most  parents  who  are 

considering  the  involvement  of  children.  If  the  child 
becomes  involved  in  a  divorce,  what  business  assets  will  be 
transferred  to  the  person  leaving?  If  the  parents  want 
assets  that  they  have  transferred  to  their  children 
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returned  in  the  case  of  divorce,  make  this  clear  and  set  up 
agreements  to  ensure  it  will  happen. 

Just  as  important  to  a  family  business  is  the  potential  of 
the  parents  divorcing.  In  this  case,  children  without  solid 
ownership  or  an  agreement  in  place  risk  having  the 
business  and  their  future  destroyed  by  a  parental  divorce. 
While  the  probability  of  this  is  small,  the  concern  over  its 
occurrence  can  cause  unrest  and  problems  within  the 
family. 


Death  of  a 
farming  child 


If  one  of  the  farming  children  dies,  it  is  important  to  know 
whether  the  assets  that  have  been  transferred  to  them 
should  be  returned  to  the  parents  or  go  to  the  spouse  and 
family  of  the  deceased  child.  In  either  case,  the  type  of 
transfer,  formal  agreements  and  title  arrangements  should 
be  considered  carefully.  Families  should  address  these 
issues  and  then  let  specialists  handle  the  details  of  how  to 
accomplish  their  wishes. 


Family  business  members  must  decide  if  they  are 
comfortable  with  being  fully  liable  for  fulfilling  agreements 
if  the  business  or  other  members  of  the  business  fail  to  do 
so.  If  one  person  working  under  the  authority  of  the 
business  incurs  debt  or  enters  into  an  agreement  with  a 
third  party,  then  all  members  of  the  business  are  liable  for 
it. 

Members  of  the  business  who  want  to  limit  their  liability 
to  their  contribution  must  make  this  known.  If  the 
business  cannot  pay  debts  or  meet  obligations,  these 
members  would  only  be  liable  for  an  amount  up  to  their 
contribution  or  what  they  have  accumulated  within  the 
business,  unless  they  have  pledged  a  personal  guarantee. 
This  will  involve  using  joint  ventures,  corporations  or 
separate  businesses. 

Individuals  who  are  actively  involved  in  a  partnership  are 
jointly  liable  for  the  debts  of  the  entire  partnership  and  not 
just  their  share.  For  partners  that  are  not  active  in  the 
business,  it  may  be  possible  to  give  them  limited  liability 


Liability  for 

DEBTS  OR 
OBLIGATIONS 
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so  that  they  are  only  Hable  to  the  extent  of  their 
involvement  in  the  business. 


This  is  a  complex  area  of  law  and  professional  counsel 
should  be  sought  for  further  details. 


Liability  for 
wrongful 

ACTS  OR 
OMISSION 


If  one  of  the  business  associates  commits  a  wrongful  act  or 
an  omission  in  the  ordinary  course  of  doing  business,  all 
the  associates  are  liable  unless  otherwise  agreed  to.  This 
involves  accidents  as  well  as  illegal  acts  while  carrying  out 
business.  While  this  may  seem  unlikely  with  family,  it  is 
important  to  discuss  and  understand  what  the 
consequences  will  be. 

All  business  members  are  liable  for  wrongful  acts 
committed  by  others  while  working  in  the  business,  but 
not  when  that  individual  is  on  their  own  time.  They  are 
also  liable  for  remuneration  for  unlawful  or  negligent  acts 
incurred  within  the  business,  up  to  the  value  of  their  share. 

As  with  the  previous  topic,  professional  counsel  should  be 
consulted  for  details. 


MANAGEMENT 
AND 

OPERATING 

ISSUES 

This  section  deals  with  some  of  the  agreements  that 
are  possible  when  operating  a  multi-family  business. 


One  business  or  two 


Families  that  desire  to  operate  a  business  together  should 
precisely  identify  what  the  common  business  entity  will  be. 
They  may  only  wish  to  operate  a  part  of  their  businesses 
together.  Or  the  entire  farm  may  be  rolled  into  one  unit  for 
ease  of  operation  and  management. 

The  families  should  address  why  it  is  better  to  operate  as 
one  unit  rather  than  separate  businesses  or  separate 
businesses  with  some  common  operations.  If  there  is  no 
economic  benefit  and  no  efficiencies  of  management,  then 
it  makes  little  sense  to  operate  together.  They  may  want  to 
operate  separate  businesses  with  only  joint  labor  or 
machinery  sharing  arrangements. 
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Management  agreements 


The  job  of  managing  a  family  business  is  much  the  same  as 
it  is  for  other  kinds  of  businesses.  The  individual  tasks  of 
management  must  be  identified  and  delegated. 
Management  responsibility  goes  beyond  doing  the  work;  it 
involves  the  decision  making. 

While  there  may  be  only  two  or  three  persons  in  the  family 
business,  each  of  the  management  areas  should  be 
assigned  to  someone.  When  responsibility  is  not  clearly 
assigned  to  specific  family  members,  any  business  will 
eventually  run  into  problems. 

The  following  diagram  illustrates  the  management 
functions  that  need  to  be  assigned  within  the  business. 

Owners 


General  Manager 


Production  Financial  Marketing  Personnel 

Manager     Manager  Manager  Manager 

The  general  manager  and  the  other  management  functions 
may  be  fulfilled  by  family  members  or  management  may 
be  hired  from  outside  the  business  entirely.  The  legal 
documentation  should  specify  how  the  management  will  be 
established,  reviewed  and  changed. 


Within  a  family  business  the  responsibilities  and  functions 
of  individuals  will  overlap.  Families  must  understand  the 
roles  that  have  to  be  handled  and  determine  who  is 
responsible  for  carrying  them  out.  This  discussion  of 
management  roles  uses  broad  descriptions  of  the  functions 
that  are  required  in  any  business. 


Division  of 
management 


Owners 


A  distinction  must  be  drawn  between  owners  of  the 
business  and  the  managers  and  employees.  Those  with  an 
ownership  interest  are  responsibile  for  making  decisions 
about  business  goals,  deciding  upon  the  ownership  of 
family  assets  and  putting  the  management  in  place. 

General  Manager 

The  general  manager  brings  all  aspects  of  the  business 
together.  While  various  people  can  be  assigned  individual 
tasks  or  manage  specific  enterprises,  it  is  important  to 
identify  the  person  who  has  the  overall  responsibility  and 
makes  the  final  decisions.  This  may  be  father  or  mother 
when  the  children  are  young.  It  may,  or  may,  not  change 
when  the  parents  start  to  slow  down.  Confusion  around 
management  often  arises  when  children  are  given  the 
authority  and  responsibility  over  parts  of  the  business,  but 
they  forget  or  it  was  never  pointed  out  that  they  still  have 
to  report  to  the  general  manager. 

The  general  manager  is  also  responsible  for  ensuring 
long-range  plans  and  strategies  are  in  place  to  guide  the 
business  and  the  people  operating  it. 

Production  Manager 

Managing  is  different  from  doing  the  physical  work.  The 
person  who  has  the  task  of  managing  the  production 
within  the  business  has  to  make  recommendations  about 
what,  how  and  the  amount  to  produce.  The  production 
manager  has  to  make  these  recommendations  in 
consultation  with  the  managers  responsible  for  finance, 
marketing  and  personnel,  and  under  the  authority  of  the 
general  manager. 

Financial  Manager 

The  financial  manager  examines  and  recommends  major 
capital  purchases  or  sales,  arranges  for  their  financing  and 
controls  the  financial  affairs,  including  the  bookkeeping 
and  accounting.  This  person  should  provide  input  into  the 
production  decisions  and  be  responsible  for  ensuring 
everyone,  including  the  general  manager,  is  always  aware 
of  the  financial  health  of  the  business. 
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Marketing  Manager 

This  responsibility  should  be  assigned  to  the  person  who 
enjoys  keeping  up  with  market  trends.  Marketing 
information  must  be  given  to  the  production  manager  so 
that  what  is  produced  can  be  sold.  Once  products  are 
produced,  it  is  the  marketing  manager's  job  to  market 
them  in  the  most  efficient  manner. 

Personnel  Manager 

This  member  of  the  management  team  works  with  the 
staff,  whether  family  or  not,  to  ensure  they  can  carry  out 
their  assigned  duties.  The  primary  task  of  the  personnel 
manager  is  to  hire  the  right  people  and  help  them  learn 
their  jobs.  Other  responsibilities  of  this  manager  include 
setting  up  work  schedules  and  arranging  for  training  and 
holidays. 


F  U  NCTION I NG  ^  important  part  of  management  is  the  integration  of  all 
A  ^  the  management  functions  and  activities.  It  is  not  good 

enough  to  have  each  of  these  management  functions 
MANAGEMENT         covered  off  by  individuals  who  never  talk  to  one  another. 

The  ability  to  recognize  financial  limitations  to  the 

production  decisions  or  the  need  for  marketing  input  into 

the  personnel  plans  is  essential. 

Although  there  are  a  number  of  management  functions,  it 
does  not  mean  each  family  member  must  be  given  one  or 
more  of  the  management  tasks.  Rather  than  involving 
people  who  may  not  be  either  qualified  or  interested,  it 
may  be  better  to  concentrate  most  or  even  all  management 
duties  in  the  hands  of  one  capable  person. 

Preparing  written  agreements  does  not  ensure  that  the 
business  will  be  managed  any  better  or  worse  than  before. 
It  is  possible  however  that  some  misunderstandings  may 
be  cleared  up  by  spending  time  to  prepare  a  formal 
agreement.  By  establishing  or  identifying  the  management 
roles,  there  may  be  reason  to  expect  that  the  family  will 
operate  differently. 


Decision  '^^^  abinty  of  a  family  business  to  make  decisions  is 

\/\  A  k'l  MP  paramount  to  its  success.  Any  process  that  allows  the 

\Ai\i  inlj  family  to  examine  issues  and  make  decisions  is  as 

important  as  the  actual  decisions  that  are  made.  In  today's 
fast  moving  environment  no  one  can  foresee  all  the  issues 
that  may  arise,  let  alone  what  the  best  response  should  be. 
With  a  decision  making  process  in  place,  the  family  will 
have  the  confidence  that  they  can  tackle  whatever  comes 
their  way. 

This  process  may  be,  although  seldom  is,  formal  business 
meetings.  If  everyone  knows  their  area  of  responsibility, 
informal  get-togethers  may  be  sufficient.  When  everyone  is 
informed  about  the  issues,  and  the  right  people  are  making 
the  decisions  with  good  information  and  proper  analysis, 
then  whatever  decision  making  method  is  used  will  be 
right  for  the  family. 

It  may  well  be  that  a  few  formal  business  meetings  over 
the  year  for  major  topics  would  help  the  process.  Some 
family  businesses  meet  monthly  to  discuss  management 
issues  and  weekly  to  set  work  schedules.  Whatever  method 
is  chosen,  it  is  the  satisfaction  with  the  process  and  the 
results  that  are  important. 
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Working  agreements 


The  ability  of  any  operating  agreement  to  change  working 
conditions  depends  upon  the  people.  Old  habits  die  hard 
and  no  agreement  will  guarantee  that  a  poor  system  will 
change.  What  is  required  is  a  system  for  defining, 
supervising  and  rewarding  tasks. 


Each  activity  or  task  should  be  defined,  assigned, 
scheduled,  monitored  and  rewarded.  People  will  know 
what  is  expected  and  when  they  have  accomplished  the 
task  satisfactorily  if  the  duties  are  clearly  defined.  When 
people  do  not  know  what  they  are  really  supposed  to  be 
doing  or  what  the  results  will  be  measured  against, 
confusion  and  frustration  can  occur. 

The  division  of  responsibility  and  authority  for  tasks  may 
follow  enterprise  lines  or  may  be  assigned  on  an  individual 
task  basis.  This  may  involve  production  tasks  such  as 
machinery  maintenance,  financial  tasks  such  as  keeping 
the  books,  marketing  activities  such  as  placing  hedges  or 
the  personnel  tasks  of  scheduling  holidays. 

All  too  often,  even  with  a  formal  business  arrangement, 
the  family  members  are  unaware  of  the  operating 
structure  and  their  roles  within  it.  Be  sure  to  review  and 
clarify  where  everyone  fits  so  each  person  knows  what 
their  tasks  are. 


Scheduling  needs  to  be  carried  out  for  all  tasks,  including 
holidays  and  time  off.  It  may  be  done  formally  through 
meetings  or  casually,  depending  upon  the  family.  When 
everyone  is  aware  of  what  has  to  be  done  and  who  is 
expected  to  do  it  and  things  are  working  smoothly,  the 
system  is  working.  If  tasks  seldom  get  done  on  time  or 
people  are  frustrated  or  confused,  then  the  system  needs  to 
be  worked  on  by  all  family  and  non-family  members. 


Division  of 

LABOR 


Scheduling 


Sharing  profits 


Sharing  the  returns  from  the  family  business  is  important 
if  each  person  is  to  have  sufficient  income  to  Hve  on  and 
feel  they  are  justly  rewarded  for  their  labor,  management 
and  capital  contributions.  Both  the  system  for  doing  this  as 
well  as  the  amount  involved  will  change  over  time  as 
families  mature  and  their  needs  change. 

The  following  is  the  progression  for  many  families. 

Allowance 

I 

Salary  or  wages 

Salary  plus  incentives 

i 

Profit  sharing 

I 

Start  over  with  the  next  generation 


Allowance 

Most  young  children  receive  an  allowance  as  a  member  of 
the  family.  Allowances  may  be  paid  for  work  done  or  just 
to  satisfy  needs. 

This  system  usually  ends  before  the  person  becomes  part 
of  the  business.  A  number  of  children  involved  in  family 
businesses  however,  even  when  married,  feel  as  if  they  are 
still  receiving  an  allowance  from  their  parents.  This 
creates  a  feeling  of  dependence  and  ultimately  leads  to 
frustration  and  resentment. 


Salary  or  Wages 

Children,  when  first  returning  to  the  operation,  may  be 
paid  a  wage  for  labor  or  management.  This  should  be 
established  formally,  paid  regularly  with  deductions  and 
statements,  and  reviewed  at  least  annually.  It  is  wise  to 
pay  a  gross  salary  and  make  deductions  for  room  and 
board,  rent  of  housing  or  other  benefits  rather  than 
deducting  them  before  the  salary  is  calculated. 

Note:  Only  family  members  who  are  not  owners  can  be 
paid  a  salary,  unless  the  business  is  a  corporation. 

Incentive  Bonuses  Plus  Salary 

To  provide  an  employee,  whether  a  child  or  not,  with  some 
incentive  for  their  effort  it  is  advisable  to  add  an  incentive 
to  a  base  salary  based  on  some  form  of  production 
efficiency.  Care  should  be  taken  to  ensure  that  the 
production  is  still  carried  out  in  an  economical  manner. 
There  must  also  be  some  hope  of  achieving  the  specified 
targets  and  they  must  not  be  tied  to  factors  beyond  the 
employees'  control. 

Share  of  the  Profits 

Profit  sharing  often  occurs  once  the  families  are  all 
contributing  labor,  management  and  capital  to  the 
business.  A  profit  share  can  be  worked  out  based  upon 
exactly  what  each  person  is  contributing  or  can  be  done 
very  informally.  A  share  of  the  profits  need  not,  in  fact 
seldom  can,  all  be  paid  as  cash. 

The  actual  split  of  profits  may  be  based  upon  the  level  of 
profit  as  well  as  the  needs  of  each  family.  When  new 
families  are  just  starting,  they  may  be  buying  assets  or 
have  debt  payments  for  land,  machinery,  cattle,  etc.,  which 
can  be  much  greater  than  for  established  families.  Their 
share  of  the  profits  may  have  to  be  greater  than  what  they 
formally  deserve  or  they  will  continually  be  broke. 

The  profit  share,  the  amount  paid  out  and  the  amount 
retained  in  the  business,  must  be  calculated  annually  and 
the  balance  recorded.  In  this  way,  if  anyone  wants  or  is 
forced  to  withdraw  from  the  business,  everyone  knows 
where  they  stand. 


Withdrawing  money 


Not  all  of  the  profits  can  be  withdrawn  from  the  business  if 
it  is  to  survive.  Neither  do  profits  flow  into  most 
businesses  on  a  regular  basis.  For  families  that  are 
sharing  profits  rather  than  operating  on  salaries  or  wages, 
the  amount  and  timing  of  actual  cash  withdrawals  is 
important.  The  amount  paid  out  must  be  sufficient  to  cover 
the  requirements  of  each  person,  unless  alternate  off-farm 
income  is  available.  It  should  be  the  amount  of  the 
monthly  withdrawal  that  concerns  everyone  and  not  what 
each  family  does  with  their  share. 

At  the  beginning  of  each  year  the  families  should  jointly 
establish  their  monthly  requirements.  This  amount  should 
be  debated  and  agreed  upon  by  all.  It  will  depend  not  only 
on  demands,  but  on  a  reasonable  expectation  of  profits. 

Once  the  monthly  amount  has  been  set,  forward  it 
automatically  at  month  end  or  on  a  specified  date.  No  one 
should  ever  have  to  ask  for  their  payment.  Don't  forget  to 
include  amounts  for  debt  payments  or  other  special 
personal  demands. 

Money  may  be  taken  out  of  a  joint  venture,  partnership  or 
sole  proprietorship  by  the  owners  as  a  withdrawal  or 
advance  on  profits.  These  withdrawals  are  not  salaries  or 
wages  and  cannot  be  included  in  expenses  of  the  business. 
It  is  important  to  keep  a  record  of  these  withdrawals  so 
that  at  the  end  of  each  year  the  amount  of  profits  allocated 
to  each  person  can  be  adjusted  for  the  amount  withdrawn. 
In  this  way,  everyone  will  always  know  what  profits  have 
been  paid  out  and  what  ones  have  been  retained  in  the 
business  by  individuals. 

The  business  agreement  must  specify  what  is  to  be  done  in 
any  year  when  withdrawals  are  greater  than  the  share 
owed  to  the  person.  The  overpayment  may  be  returned,  it 
may  be  considered  a  loan  with  or  without  interest,  it  could 
be  taken  off  next  years  profits  or  reduce  the  persons  share 
of  the  business. 

Money  may  also  be  loaned  by  a  business  to  its  owners  or 
other  individuals.  Individuals  may  also  receive  money 
through  the  repayment  of  loans  they  made  to  the  business. 
These  loans  may  have  been  made  as  personal  transactions 
or  as  loans  to  cover  the  transfer  of  assets  into  the  business. 
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Money  may  be  withdrawn  from  a  corporation  in  a  number 
of  ways.  This  will  be  determined  partially  by  management 
but  always  under  the  direction  of  the  board  of  directors  or 
owners.  This  money  may  be  taken  as  a  combination  of: 

•  salaries  paid  to  employees,  including  managers  and 
owners; 

•  dividends  paid  to  the  owners  based  upon  their  share  of 
the  ownership  of  the  corporation  and  the  discretion  of 
the  board  of  directors; 

•  loans  to  the  employees  or  owners; 

•  repayment  of  loans  made  to  the  corporation  by  the 
employees  or  owners; 

•  share  redemption; 


directors  fees. 


KING  PROCEDURES 


The  way  revenue  and  expenses  are  handled  through  the 
bank  is  a  reflection  of  how  the  operation  will  be  run. 
Multi-family  business  banking  procedures  generally  fall 
into  one  of  the  following  categories. 


Separate 
business 
accounts 


Families  may  want  to  operate  together  but  handle  specific 
revenue  and  expenses  as  their  own.  In  this  way,  the 
business  is  really  operated  as  two  separate  businesses 
while  possibly  sharing  some  equipment  and  labor.  There 
will  be  no  need  to  calculate  or  even  consider  profit  shares 
because  the  businesses  are  handled  separately. 

Two  issues  need  to  be  addressed  in  this  system.  If  one 
family's  production  is  destroyed  due  to  some  natural  event 
like  hail  or  disease,  will  they  only  receive  their  reduced 
returns?  If  not,  the  families  are  really  profit  sharing 
through  a  fairly  complicated  means.  Furthermore,  the 
bookkeeping  may  become  very  complicated  if  many  of  the 
revenues  are  received  or  expenses  billed  together. 

Separate  sole  proprietorships  are  the  formal  agreements 
under  which  this  type  of  banking  arrangement  works  best. 
The  businesses  are  kept  separate  with  some  agreement  for 
labor  and/or  machinery  sharing. 


Common 
business 

ACCOUNT 


All  operating  revenue  and  expenses,  no  matter  what  the 
source,  will  be  received  and  paid  through  one  common 
bank  account.  There  may  be  one  or  more  persons  with 
signing  authority.  In  this  situation  the  profit  will  be 
calculated  for  the  common  business  entity  and  split 
according  to  the  agreement. 

If  capital  purchases  and  sales  as  well  as  loan  pajrments  for 
capital  items  will  also  be  handled  out  of  this  one  bank 
account,  then  a  partnership  or  corporate  form  of 
agreement  will  work. 

It  is  important  to  consider  the  tax  and  other  business 
ramifications  of  handling  capital  transactions  in  this  way. 
The  assets  will  be  considered  as  belonging  to  the  business 
and  not  the  individuals.  Capital  cost  allowance  must  be 
taken  jointly  by  the  business.  Capital  gains  will  require 
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special  treatment  as  described  in  the  partnership  and 
corporation  booklets. 

If  capital  purchases  and  sales  or  the  payments  on  loans  for 
capital  assets  will  be  handled  in  personal  accounts 
separate  from  this  joint  account,  then  a  joint  venture 
agreement  is  possible.  This  will  allow  the  business  to 
operate  as  one  entity,  but  keep  the  capital  assets  outside 
and  in  the  personal  hands  of  the  families.  It  will  require 
money  to  be  transferred  from  the  farm  account  to  the 
individuals  accounts  to  cover  cash  for  capital  purchases  or 
loan  payments. 


Both  joint 
and  separate 
operating 
accounts 


In  this  case,  the  individuals  may  be  unsure  of  what  they 
want  or  may  be  operating  separate  businesses  as  well  as  a 
joint  business.  If  these  different  accounts  are  an  attempt  to 
keep  the  parties  separate  and  share  only  those  things  that 
cannot  be  separated,  the  situation  may  become  more 
confused  rather  than  clearer.  Great  care  must  be  taken  to 
ensure  that  the  parties  know  what  they  are  getting  into. 

Owners  or  family  members  should  have  their  own  personal 
accounts  and  not  use  the  business  account  for  any  personal 
transactions.  It  may  be  necessary  to  set  up  a  petty  cash 
system  to  handle  small  transactions  that  the  owners  or 
employees  make  on  behalf  of  the  business. 
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Conservation  of  capital 


It  may  be  advisable  for  the  parents,  who  have  given  family 
members  considerable  latitude  in  management,  to  retain 
the  power  to  exercise  control  if  it  becomes  apparent  the 
business  is  not  being  well  managed.  If  they  have  the  legal 
right  to  step  in  and  take  over  or  force  the  business  to  be 
sold,  all  parties  may  end  up  better  off.  This  preservation  of 
assets  may  be  a  reason  for  the  parents  to  retain  a  fair 
degree  of  debt  against  the  business  or  to  enact  other 
provisions  that  allow  for  forceful  action. 


Winding  up  the  business 


The  issue  of  winding  up  the  business  may  seem  rather 
negative,  but  it  is  extremely  important.  In  multi-family 
businesses  the  people  and  families  will  change  over  time. 
Every  business  needs  a  written  agreement  and  part  of  that 
agreement  needs  to  describe  how  the  individuals  may 
withdraw  from  the  business  and  how  the  business  may  be 
wound  up.  Children  farming  jointly  with  parents  and  each 
other  may  want  to  separate  their  businesses  when  the 
parents  retire  or  die.  They  may  even  stay  together  until 
they  have  children  of  their  own  who  want  to  enter  the 
business,  but  eventually  the  families  will  split  or  withdraw 
from  the  business. 

When  the  business  is  wound  up,  equity  within  the 
business  will  have  to  be  dispersed.  It  is  important  to 
identify  how,  over  what  period  of  time  and  with  what 
interest  rate  these  assets  are  taken  out.  Tax  implications 
must  be  sorted  out  with  respect  to  deferred  income  or 
capital  gains. 

Winding  up  a  joint  venture,  partnership  or  corporation  is 
similar  in  many  aspects.  The  formal  agreement  specifies 
how  and  in  what  form  any  equity,  either  from  retained 
profits  or  capital  gains,  may  be  withdrawn. 

Because  a  joint  venture  has  no  capital  assets  within  it, 
only  the  retained  profits  have  to  be  dispersed.  The 
partnership  is  similar  in  respect  to  retained  profits,  but 
must  also  specify  how  any  equity  or  capital  assets  will  be 
dispersed. 

A  corporation  has  the  added  complexity  of  being  unable  to 
transfer  assets  out  of  the  corporation  until  tax  is  paid  at 
the  corporate  level.  The  corporation  does  not  have  any 
capital  gains  exemption,  and  the  tax  consequences  of 
winding  down  a  corporation  may  be  severe. 
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ASSET 
OWNERSHIP 
ISSUES 

Asset  ownership  refers  to  who  will  own  the  business 
assets,  have  control  over  them  and  share  in  their  use 
and  increase  in  value.  This  is  distinct  from  the 
arrangements  under  which  the  business  is  operated. 
The  issue  of  ownership  is  critical  to  the  financial 
income  and  security  of  most  families. 

Until  the  ownership  issue  is  clarified  and  specified  it 
is  next  to  impossible  to  decide  what  form  the  business 
arrangement  should  take. 


IP  OF  LAND  AND  BUILDINGS 


It  is  worth  noting  that  the  real  issue  is  usually  about 
control  over  land  and  not  its  actual  ownership.  The  word 
control  is  one  which  most  people  find  rather  strong.  To 
many  people,  however,  having  control  over  their  land  is 
critical.  Who  has  the  say  as  to  whether  it  will  be  sold, 
mortgaged  or  leased  is  important.  When  parents  have 
worked  for  and  are  depending  upon  the  land  for  their 
future  income  or  financial  security,  they  may  feel 
uncomfortable  about  giving  up  control. 

Over  time,  however,  the  parents'  need  for  and  want  of 
control  changes.  It  may  be  unnecessary  to  have  the  same 
control  over  each  piece  of  land  to  achieve  financial 
security.  Likewise,  children  eventually  want  some  control 
over  land  because  they  too  are  concerned  about  their 
families'  future  and  land  forms  a  major  part  of  their 
security. 

Several  types  of  land  ownership  arrangements  are 
possible.  The  amount  of  control  they  offer  ranges  from 
total  control  to  none  at  all,  with  many  degrees  in  between. 
Family  members  may  require  only  sufficient  control  over 
the  asset  to  ensure  that  it  cannot  be  sold,  mortgaged  or 
leased  without  their  agreement.  Shared  control  with  a 
spouse  or  with  children  is  often  the  solution. 


I NDIVI  DUAL  -^^^  simple  is  the  legal  terminology  for  an  individual 

0\A/M  FP^^I-I  I P  having  the  ownership  of  land  in  their  own  name.  No  other 

person  or  entity  has  any  legal  right  to  the  asset  unless  by 
way  of  a  separate  legal  agreement  (except  by  way  of  the 
Dower  right  for  spouses  on  the  home  quarter  and  the 
matrimonial  property  act  in  the  case  of  marriage 
breakdown).  The  land  may  be  used  in  the  owner's  business 
or  be  rented  or  leased  to  a  business. 

The  person  with  ownership  has  complete  control  to  do 
what  he/she  wants  with  the  assets  including  selling, 
giving,  mortgaging  or  leasing.  If  an  owner  requires  income 
from  sale  of  the  asset  in  the  future,  then  they  should  keep 
the  ownership  to  themselves. 
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Pledge  THE 

LAND  AS 
SECURITY 


If  the  parents  want  to  help  their  children  but  do  not  want 
to  give  any  of  the  titles  to  them,  they  may  permit  the  child 
to  use  the  land  title  as  security  for  the  purchase  of  their 
own  land.  Parents  must  realize  they  may  lose  the  land 
they  have  pledged  or  be  forced  to  pay  out  the  mortgage  to 
get  the  land  back. 

In  many  farm  businesses,  the  purchase  of  additional  land 
by  the  child  is  a  good  means  of  involving  them  in  the 
business  but  permiting  the  parents  to  retain  their  property 
for  retirement  or  estate  planning.  This  option  gives  control 
of  the  asset  to  a  third  party,  a  mortgager,  but  the  owner 
has  the  say  over  what  the  original  terms  and  conditions 
are. 


Joint  under  this  arrangement  two  or  more  individuals  own  the 

0\A/M  FP^H  I  POP  assets  jointly.  None  of  the  owners  are  able  to  sell, 

VV IN  t Kon  I r  LJr  mortgage  or  rent  the  land  without  everyone's  agreement. 

THE  TITLE  There  are  two  types  of  joint  ownership. 


Joint  Tenants 

With  this  type  of  joint  ownership,  the  individuals  share  the 
asset  equally  while  alive,  but  upon  death  the  survivor  has 
total  ownership.  The  one  who  lives  the  longest  ends  up 
owning  the  entire  asset.  The  owners  are  not  able  to  leave 
their  share  in  their  will  because  their  share  does  not  go  to 
their  estate  upon  death.  It  goes  directly  to  the  surviving 
owners. 


If  parents  want  land  given  to  a  child  returned  to  them 
rather  than  going  to  their  child's  spouse,  this  arrangement 
would  work,  because  the  joint  tenancy  would  revert  to  the 
parents  automatically  if  the  child  dies.  The  spouse  could  be 
protected  with  other  assets  or  life  insurance. 


Tenants-In-Common 

Under  this  form  of  joint  ownership,  each  person  owns  a 
specified  percentage  while  alive  and  their  share  goes  to 
their  estate  upon  death.  They  are  therefore  able  to  will 
their  share  to  whomever  they  wish  including  their  spouse. 
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Life  estate  '^^^^  option  provides  the  parents  with  control  over  the 

r  right  to  income  and/or  use  of  buildings  for  life  through  a 

life  estate  title.  Their  child  has  the  right  to  ownership 
through  a  second  title  called  a  remainderman  title.  The 
parents  however  have  given  up  the  ownership  control  with 
its  right  to  sell,  mortgage  or  lease. 

The  remainderman  title  created  for  the  child  gives  them 
ownership  control  over  the  asset.  While  the  life  estate 
titles  are  in  effect,  however,  the  child  does  not  have  control 
over  the  right  to  income  and/or  use  of  buildings  and 
usually  will  find  it  difficult  if  not  impossible  to  sell  or 
mortgage  the  title.  If  the  remainderman  title  is  sold  or 
mortgaged  it  does  not  affect  the  life  estate  title  which 
remains  in  effect  for  the  life  of  the  person(s)  who  have  it. 

The  life  estate  title  can  only  be  removed  by  the  person 
named  on  the  title  or  at  the  time  of  their  death. 


Sale  with 
mortgage  or 
agreement 

FOR  SALE 


A  child  can  purchase  a  land  title  with  a  mortgage  placed 
against  it  and  made  payable  to  the  parent.  The  parent  can 
either  take  the  yearly  payments  or  let  them  go  into 
arrears.  (Be  careful  not  to  forgive  debt  because  the  amount 
of  principal  forgiven  would  be  taxable  income  in  the  hands 
of  the  child).  In  this  kind  of  transaction,  the  parents  can 
take  what  money  they  need  at  present  for  living.  If  they  do 
not  need  the  pa3nTients,  they  could  give  them  to  other 
children  as  an  advance  on  their  estate. 

If  the  child  wishes  to  sell  the  property,  any  balance 
remaining  must  be  paid  off  including  any  arrears  and 
interest  on  arrears.  In  this  way,  the  parents  can  have  some 
protection  against  a  gift  being  sold.  This  would  be 
applicable  in  the  case  of  a  marriage  breakdown  where  the 
title  was  to  be  transferred  or  sold. 

The  same  t5^e  of  protection  could  be  achieved  with  an 
agreement  for  sale  being  registered  instead  of  a  mortgage. 
The  child  has  the  property  provided  they  fulfil  the 
agreement.  If  the  child  cannot  fulfil  the  agreement,  the 
parents  have  legal  recourse  to  get  the  property  back. 
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Transfer  TO  A 

PARTNERSHIP 
OR 

CORPORATION 


Another  method  of  sharing  control  over  land  is  to  transfer 
it  to  a  partnership  or  a  corporation  and  then  share  the 
ownership  of  the  business.  This  will  not  solve  many  of  the 
problems  that  are  evident  with  shared  control  and  may 
create  more  problems  than  before. 


Partnership 

When  assets  are  owned  by  a  partnership,  they  are  in  effect 
owned  by  the  business.  The  assets  will  however  remain  in 
individual  or  joint  names.  While  the  name  or  names  on 
titles  will  not  be  changed  to  the  partnership,  the  asset  is 
formally  transferred  to  or  purchased  by  the  business.  In 
this  case  the  person  or  persons  named  on  the  titles  does 
not  directly  own  the  assets,  but  rather  a  partnership 
interest  in  the  business. 


Corporation 

Corporations  can  own  assets  in  their  name.  They  are  a 
separate  legal  entity  with  the  right  to  hold,  buy  or  sell 
assets.  Here,  the  corporation  owns  the  assets  and  the 
individuai(s)  in  turn  own  the  corporation. 


Transfer  the  situations  may  exist  where  the  parents  require  no  control 
-T-|-T-|  r  over  an  asset.  In  this  case  they  can  transfer  the  asset  to 

the  other  family  with  or  without  remuneration.  Once  the 
title  or  ownership  has  been  transferred,  there  is  no  legal 
recourse  if  the  original  owner  wishes  to  regain  control. 

There  is  no  need  and  it  is  unlikely  that  the  degree  of 
control  over  all  assets  will  remain  the  same  over  time.  The 
combination  of  individual  assets,  type  of  control  and  time 
creates  many  combinations  that  provide  for  a  phased 
transition  from  one  family  to  another.  Some  may  remain 
totally  under  the  control  of  the  owner  for  life  while  others 
change  over  time.  This  will  vary  depending  upon  the  needs 
and  desires  of  both  parties. 


43 


Ownership  of  machinery  and 
equipment 


Machinery  can  be  owned  in  many  different  ways,  but  it  is 
not  covered  by  titles  as  land  is.  The  following  are  some 
methods  of  machinery  ownership  that  multi-family 
businesses  may  consider. 


Individual 
ownership 


If  one  person  owns  the  equipment,  that  person  has  total 
control  and  gets  to  take  the  depreciation  and  capital  cost 
allowance.  The  owner  may  decide  whether  it  is  sold  or 
traded.  Any  proceeds  from  the  machinery  sales  go  to  the 


owner. 


Some  farmers  look  upon  machinery  as  forming  a  part  of 
their  retirement  fund.  In  this  case  they  will  need  total 
ownership  and  should  take  care  to  understand  the  legal 
and  tax  consequences  of  its  sale. 


Joint  with  land,  machinery  can  be  owned  by  more  than  one 

0\A/ M  F  P  ^  l-l  I P  person.  When  two  or  more  persons  own  a  piece  of 

equipment  they  all  have  a  right  to  any  income  from  its 
sale,  all  must  agree  on  its  sale  or  trade,  and  all  must  agree 
on  its  use.  Any  depreciation  or  capital  cost  allowance  will 
be  taken  by  the  individuals  in  the  same  proportion  as  their 
ownership.  Because  each  individual  depreciates  their  own 
share,  they  do  so  independently. 

One  of  the  biggest  issues  with  joint  machinery  ownership 
occurs  when  the  use  is  not  proportionate  to  the  ownership. 
It  is  necessary  but  often  difficult  to  come  up  with  an 
agreement  for  offsetting  this  use.  This  may  not  be  as  big 
an  issue  with  parents  and  children,  but  if  more  than  one 
child  is  involved  or  children  from  a  number  of  families  are 
involved,  this  can  be  a  difficult  problem.  One  solution  is  to 
transfer  all  machinery  to  the  business. 

In  parent/child  operations,  the  parent  will  often  transfer 
the  ownership  of  machinery  to  the  child  over  time.  This 
can  be  done  in  many  ways,  from  outright  gift  to  sale.  Often 
machines  are  transferred  when  they  are  traded  for 
replacements.  The  parent  may  give  the  old  one  to  the 
child,  or  sell  it  for  the  undepreciated  capital  cost 
allowance.  The  child  adds  the  trade-in  difference  and  owns 


the  new  one.  This  will  result  in  a  slow  transfer  between 
generations  with  minimal  tax  consequences. 

A  second  way  to  transfer  ownership  of  machinery  to  the 
child  is  to  exchange  it  for  a  machinery  use  agreement.  The 
child  agrees  to  farm  some  or  all  of  the  parents  land  for  a 
specified  time  period  in  exchange  for  ownership  of  the 
machinery. 


Own  ED  BY  '^^^  machinery  may  be  transferred  to  or  purchased  by  the 

TMF  Rl  KIMFQQ  business  rather  than  by  the  individuals.  In  this  case  a 

partnership  or  corporation  could  own  the  machinery  and 
the  individuals  own  an  interest  in  the  partnership  or 
shares  in  the  company.  The  business  will  take  any 
depreciation  or  capital  cost  allowance  before  the  profits  are 
split  to  the  individuals.  This  eliminates  the  opportunity  of 
the  partners  to  take  capital  cost  allowance  individually. 

One  other  way  to  own  the  machinery  is  through  a 
machinery  partnership  or  corporation.  In  this  case  the 
business  only  owns  the  machinery  and  would  rent  it  to  the 
farming  individuals.  This  rent  could  be  on  a  use  basis  such 
as  per  acre  or  hour,  or  any  other  agreement  that  would  be 
fair.  Care  should  be  taken  to  examine  the  tax  and  legal 
consequences  of  these  machinery  businesses.  This  allows 
the  families  to  operate  separate  businesses  but  to  share 
the  expenses  incurred  for  machinery.  Not  all  machinery 
needs  to  be  transferred  in  this  manner.  Possibly  only  the 
larger,  expensive  pieces  would  be  operated  through  the 
partnership  or  company. 
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Ownership  of  inventory 
(livestock  and  crops) 


Inventory  may  be  owned  by  one  individual,  several 
individuals  or  by  a  business.  While  there  are  no  titles, 
animals  may  be  identified  and  registered,  but  usually  the 
bills  of  purchase  will  determine  their  ownership. 

Often  families  have  planned  to  use  the  proceeds  from 
hvestock  sales  as  retirement  income.  This  can  be  done  by 
phasing  down  slowly  year  by  year  to  spread  out  both  the 
income  and  the  tax.  It  is  worth  noting  that  many  farm 
families  pay  more  tax  as  they  are  phasing  out  of  farming 
than  while  they  are  fully  operational.  Because  of  this, 
cattle  income  is  often  taxed  at  a  fairly  high  rate. 

If  the  livestock  will  be  transferred  to  a  child,  they  may  be 
sold  over  time  or  given  to  the  child.  It  is  important  to  note 
that  if  cattle  are  given  to  the  child,  the  parents  have  to  add 
the  market  value  of  these  animals  to  their  yearly  taxable 
income.  Because  of  this,  animals  are  often  transferred  over 
time  under  some  form  of  income  share.  The  child  may 
receive  a  percentage  of  the  offspring,  including  any 
replacements,  while  the  parents  receive  their  share  of 
offspring  and  take  any  culls.  In  this  way  the  child  builds 
up  their  herd,  the  parents  reduce  theirs  and  very  little 
money  has  had  to  change  hands. 

Inventory  of  livestock  or  crops  can  be  transferred  to  a 
partnership  or  company  in  exchange  for  partnership 
interest,  shares  or  loans.  The  shares  or  partnership 
interest  could  then  be  transferred  to  a  child  over  time. 
Carefully  check  the  tax  and  legal  considerations  first. 


Growth  in  the  value  of  land 


Any  increase  or  decrease  in  value  of  the  land  goes  to  the 
ov^ner  or  their  estate.  (This  may  be  modified  due  to 
matrimonial  property  legislation  in  the  case  of  marriage 
breakdown).  The  growth  in  the  value  of  any  land  owned  as 
fee  simple  goes  to  the  individual  or  their  estate  completely. 

The  older  family  needs  to  consider  the  extent  to  which  they 
need  to  participate  in  future  growth  of  their  assets  and  the 
extent  to  which  they  can  fix  or  "freeze"  their  estate.  It  may 
be  that  the  parents  have  considerable  years  of  active 
business  involvement  before  retirement  and  need  to 
continue  to  participate  in  growth.  They  may  also  want 
growth  in  their  assets  in  order  to  provide  an  estate  for 
their  children  that  are  both  on  and  off  the  farm.  On  the 
other  hand  they  may  have  little  or  no  further  need  to  share 
in  the  grow^th  of  the  business. 

Shared  Growth 

When  assets  are  owned  jointly,  the  asset  growth  is  shared 
by  the  parties  in  the  proportion  that  they  own  the  asset.  In 
the  case  of  a  partnership  or  corporation,  the  growth  goes  to 
the  business  and  the  business  growth  in  turn  is  shared  by 
the  owners  of  the  partnership  or  corporation. 

In  the  case  of  a  partnership  the  business  growth  is 
proportionate  to  the  percentage  of  partnership  interest. 
With  a  corporation,  growth  goes  to  those  who  own  shares 
that  are  specified  to  participate  in  the  growth. 

The  incoming  family  usually  has  a  desire  to  share  in  any 
asset  growth.  If  they  are  being  fairly  paid  for  their  labor 
and  management,  however,  they  are  not  being  treated 
poorly  even  without  sharing  in  this  growth.  On  the  other 
hand,  if  the  parents  want  them  to  join  the  business  but 
they  cannot  afford  to,  children  may  have  to  be  given  some 
of  the  growth. 

Deciding  the  amount  to  which  non-business  children  share 
in  business  growth  is  vital  when  families  examine  the 
transfer  of  a  business  to  one  child. 
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No  Growth  (Estate  Freeze) 


Transferring  assets  into  a  corporation  and  then  assigning 
growth  shares  to  the  farming  children  and  non-growth 
shares  to  the  parents  or  non-farming  children  is  referred  to 
as  an  estate  freeze.  Care  should  be  taken  before  this  is 
adopted  to  ensure  that  the  freeze  is  reasonable. 

Another  method  of  freezing  the  parents  estate  is  to 
transfer  assets  to  the  children  with  the  parents  taking  a 
mortgage  or  an  agreement  for  sale. 

Parents  should  consider  how  a  period  of  high  inflation 
could  affect  the  value  of  their  assets  before  freezing  their 
interest  in  the  estate. 


While  housing  is  a  personal  family  matter,  it  is  vital  this 
issue  is  discussed  and  resolved  because  housing  is  an 
integral  part  of  most  farm  businesses. 

Consideration  must  be  given  to  whether  more  than  one 
family  should  live  in  the  same  yard  or  if  it  is  better  to  incur 
the  extra  cost  and  have  separate  home  sites.  On  many 
operations  living  close  to  the  main  yard  is  important.  If  the 
older  family  does  not  intend  to  move  yet  wants  to  pass  the 
work  over  to  the  incoming  family,  then  there  is  little  else 
to  do  but  to  live  in  the  same  yard. 

In  this  case,  it  may  be  possible  with  some  planning  to 
make  the  house  sites  as  separate  as  possible.  Individual 
driveways,  hedges  and  utilities  are  a  few  ways  to  separate 
the  houses. 

If  new  housing  is  required,  consider  who  should  buy  it. 
Often  the  parents  are  the  ones  most  able  to  buy,  but  the 
younger  family  may  have  worked  a  number  of  years  and 
want  a  new  house.  If  the  parents  will  be  moving  off  the 
farm  in  a  few  years  the  farm  may  not  be  able  to  build  them 
a  new  house  now  and  then  buy  or  build  another  new  house 
when  they  retire  to  town. 

As  important  as  what  the  people  want  is  the  question  of 
what  the  business  can  afford  to  do.  Many  family 
businesses  find  it  difficult  enough  to  accommodate  a  new 
family  let  alone  build  one  or  more  new  houses.  Care  should 
be  taken  before  anything  is  taken  for  granted. 

It  is  possible,  but  not  customary,  to  have  buildings  owned 
by  persons  other  than  those  who  own  the  land  title.  Unless 
there  is  a  lease  or  other  legal  agreement,  buildings  are 
considered  part  of  the  land  title.  If  one  family  of  a 
multi-family  business  builds  a  house  on  land  owned  by  the 
other  family,  with  or  without  an  agreement,  there  can  be 
concern  over  "not  owning  the  land  our  house  is  on." 

Joint  Ownership 

When  land  is  owned  jointly  the  buildings,  unless  specified 
differently,  are  also  owned  jointly.  This  may  be  quite 
acceptable  but  should  be  discussed  fully  before  that 
assumption  is  made. 
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Corporate  Ownership 

When  a  corporation  owns  the  titles,  it  usually  also  own  the 
house.  This  means  a  loss  of  principle  residence  status  with 
its  tax  free  capital  gains. 

Often  of  equal  or  greater  concern  is  the  fact  that  the  family 
no  longer  owns  their  own  house  and  may  have  to  approach 
the  owners  of  the  corporation  to  agree  to  renovations  or 
repairs.  If  a  difference  of  opinion  arises  over  the  necessity 
or  importance  of  these  expenditures,  hard  feelings  and 
frustration  may  arise.  Occupants  of  a  corporate  house  will 
have  tax  implications  from  a  deemed  benefit. 


Wills  and  estate  plans 


Plans  for  the  parent's  estate  greatly  affects  the  children  of 
any  family  business  because  the  business  usually  forms  a 
large  part  if  not  all  of  the  estate. 

If  the  parents  live  to  their  expected  years,  the  business 
should  have  already  been  transferred  and  everything 
taken  care  of.  During  one's  lifetime  however,  the  wills 
should  be  in  place  in  case  of  an  untimely  death. 

Sorting  out  what  will  be  left  to  the  farming  children  and 
what  goes  to  non-farming  family  is  often  difficult, 
especially  when  the  incoming  family  has  only  been 
involved  for  a  few  years.  It  must  be  remembered  that  none 
of  the  children  are  owed  a  business,  yet  if  the  family 
wishes  to  give  a  business  to  one  child  they  may  require 
additional  assets  for  the  others.  The  presence  of  dependant 
children  may  also  greatly  affect  what  can  and  can  not  be 
left  to  farming  children.  The  public  trustee  may  limit  the 
transfer  of  property  as  long  as  there  are  minors  or 
physically  or  mentally  disabled  children. 

It  is  uncommon  for  both  spouses  to  die  at  the  same  time. 
When  one  spouse  dies  first,  this  allows  the  business  to 
transfer  to  the  surviving  spouse  and  therefore  provides 
time  to  sort  things  out.  Leaving  the  responsibility  of 
sorting  out  the  estate  to  the  surviving  spouse  is  not 
recommended  because  it  can  cause  uncertainty  and  be 
very  difficult  for  the  survivor  to  do,  particularly  if  the 
surviving  spouse  has  not  been  involved  in  the  business  or 
no  one  knows  what  the  plans  are.  Families  owe  it  to 
themselves  to  have  a  plan  worked  out  and  proper  wills 
drawn  up.  In  this  way,  surviving  families  know  where  they 
stand  and  will  have  some  direction  if  not  a  specific  plan  for 
the  future. 


Fee  simple  Assets  owned  as  fee  simple  by  an  individual  may  be  left  to 

anyone  they  choose  in  their  will,  acknowledging  the  laws 
for  proper  maintenance  of  spouses  and  dependant  children. 
There  may  be  legal  costs  associated  with  probating  the  will. 
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There  is  a  major  distinction  made  between  joint  tenants 
and  tenants-in-common  in  the  case  of  wills. 

Assets  owned  in  this  manner  will  not  be  transferred 
through  a  will  even  if  they  are  named.  The  assets  are 
deemed  to  have  transferred  to  the  other  surviving  persons 
named  on  the  title  immediately  prior  to  death.  Since  the 
will  distributes  what  is  in  the  estate  and  the  assets  are  not 
in  the  estate,  the  will  is  of  no  use. 

Parents  who  want  assets  given  to  children  returned  to 
them  if  the  child  dies  will  find  joint  tenancy  works  well. 

Tenants-In-Common    The  share  of  any  assets  owned  in  this  manner  will  transfer 

to  their  estate  at  the  owners  death  and  the  will  determines 
who  receives  them.  After  the  distribution,  the  new  owner 
will  share  the  title  with  the  other  joint  owners  in  the  same 
proportion  as  the  original  owner. 

If  the  parents  have  transferred  a  portion  of  an  asset  to  a 
child  as  tenants-in-common  and  the  child  dies,  their 
portion  passes  to  the  child's  estate  and  is  transferred 
according  to  the  child's  will.  If  the  new  owner  is  their 
spouse  then  the  parents  and  the  spouse  of  the  deceased 
child  would  own  the  asset. 


JOINT 

OWNERSHIP 
Joint  Tenants 


PARTN  ERSH I P  When  assets  are  owned  by  a  partnership  or  corporation  the 

individuals  are  no  longer  able  to  direct  these  assets  in 
their  will.  They  will  distribute  the  interest  in  the 

CORPORATION        partnership  or  the  shares  of  the  company  to  their  heirs. 

If  the  owners  of  the  partnership  or  company  insist  on 
transferring  specific  assets,  they  must  first  be  taken  out  of 
the  business  and  then  transferred  to  the  individual.  This 
may  result  in  deemed  sales  with  possible  tax 
consequences.  Publications  are  available  that  explain  how 
partnerships  and  corporations  work. 
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Taxation  issues 


The  tax  considerations  of  joint  operations  and  the  transfer 
of  businesses  is  often  thought  to  be  most  important.  While 
it  is  important,  many  of  the  other  things  that  have  been 
discussed  earHer  are  essential  to  work  through  first.  If  the 
business  is  non-economic  or  the  people  cannot  work 
together,  then  all  the  tax  planning  in  the  world  will  not 
change  things.  On  the  other  hand,  it  is  important  that 
when  asset  ownership  is  being  changed,  it  is  done  in  a  way 
to  avoid  any  unnecessary  tax  which  might  jeopardize  the 
business. 


Taxation  on  when  land  is  being  transferred,  the  basic  rules  of  taxation 
LAN  D  follows; 

TRANSFERS 

•  The  difference  between  the  market  price  that  is 
received  and  the  Adjusted  Cost  Base  (ACB)  is  referred 
to  as  Capital  Gains. 

The  ACB  is  either  the  January  1, 1972  value,  if 
purchased  before  that  time,  or  the  purchase  price  if 
bought  after  that  time.  This  value  must  be  adjusted 
for  any  improvements  since  1972  or  the  purchase  date. 

•  A  portion  of  the  capital  gains  must  be  added  to  taxable 
income  before  the  amount  of  tax  is  calculated  while 
the  remainder  that  is  not  added  to  taxable  income 
must  be  accounted  for  under  the  Alternate  Minimum 
Tax  calculation. 

•  The  specific  tax  calculations  and  the  taxable  amounts 
are  changing  constantly;  therefore,  sound  tax  advice 
about  the  specific  tax  liability  should  be  gained  before 
anything  is  actually  done. 

(The  following  are  a  few  of  the  specific  tax  treatments 
available  at  the  time  of  printing). 
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Transferred  to  a 
Child 


Land  that  is  transferred  within  the  family  is  eligible  for 
special  consideration  under  the  Capital  Gains  Rollover 
Provisions.  This  provision  states: 


•  If  the  land  is  being  farmed  by  any  member  of  the 
owners  family  at  the  time  of  transfer,  and  is  being 
transferred  to  any  child  who  is  resident  of  Canada, 
then  the  owner  may  choose  to  transfer  it  at  any  price 
from  a  gift  to  fair  market  value.  It  is  only  taxed  on 
that  portion  of  the  capital  gains  which  they  actually 
take,  and  not  on  any  portion  of  the  capital  gains  which 
they  rollover  to  the  child. 

•  The  child  takes  the  transfer  value  as  their  ACB.  If  they 
in  turn  sell  it  at  a  later  date  they  must  pay  tax  on  any 
capital  gains  from  this  Rollover  Price  (their  ACB), 
unless  they  also  transfer  it  to  their  child  in  which  case 
they  too  can  use  the  capital  gains  rollover. 

•  This  rollover  is  really  a  postponement  of  taxation 
rather  than  forgiveness. 

Capital  Gains  Capital  gains  on  farm  property  is  currently  protected  by 

Exemption  $500,000  capital  gains  deduction  when  held  in  the 

hands  of  individuals.  This  deduction  will  be  examined  in 
the  future  and  may  be  changed.  A  corporation  owning  farm 
land  does  not  qualify  for  this  exemption;  however, 
individuals  owning  shares  in  a  farming  corporation  do 
qualify  for  the  exemption  at  present. 


Taxation  of 
machinery 

AND 

EQUIPMENT 
TRANSFERS 


If  machinery  or  equipment  is  sold  for  more  than  its 
purchase  price,  there  is  capital  gains  and  if  sold  for  more 
than  their  undepreciated  capital  cost  (book  value)  there  is 
recaptured  capital  cost  allowance.  The  tax  on  the  capital 
gains  portion  is  discussed  above.  Recapture  however  is  100 
per  cent  taxable  income  and  is  not  protected  by  any 
exemption. 
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Taxation  of 

inventory 

transfers 


When  inventory  such  as  cattle  or  grain  is  transferred  to  a 
child,  it  must  be  reported  as  taxable  income  at  its  market 
value  by  the  original  owner.  This  applies  no  matter  at 
what  price  the  inventory  is  transferred.  Great  care  must  be 
taken  when  making  these  types  of  transfers. 

It  is  possible  through  sale  with  demand  notes  or  lease 
arrangements  to  spread  the  tax  out  over  several  years. 


Tax  strategies      when  transferring  farm  assets  to  children  at  less  than 

market  value,  it  is  important  to  examine  the  tax 
consequences  and  use  a  strategy  that  minimizes  taxation 
yet  still  produces  the  desired  results.  If  assets  can  be 
transferred  at  less  than  their  market  value,  it  is  best  for 
tax  purposes  to  keep  inventory  values  high  (or  use  some 
form  of  lease  or  demand  note),  machinery  at  or  near  book 
value  and  land  values  adjusted  to  make  up  the  remainder. 
In  this  way  the  amount  of  tax  will  be  minimized. 

Taxation  on  the  sale  or  transfer  of  assets  is  a  major  issue, 
which  will  not  be  covered  in  this  publication.  Professional 
advice  is  required  to  ensure  sound  and  legal  tax  planning. 


Summary 


This  book  has  dealt  with  many  issues  famihes  should 
consider  before  entering  into  a  multi-family  business, 
regardless  of  the  formal  legal  arrangement  they  choose. 
Throughout  the  text,  reference  has  been  made  to  the  four 
forms  of  business  arrangements  that  are  available: 

Joint  venture 

Partnership 

Corporation 

Sole  proprietorship 

No  matter  which  arrangement  is  ultimately  chosen,  it  is 
wise  to  have  the  agreement  drawn  up  formally  and  legally 
so  that  everyone  knows  where  they  stand.  Also,  in  the 
event  of  a  death  or  misunderstanding  the  actual 
agreement  can  be  used  to  sort  out  what  should  and  can  be 
done. 

Families  sometimes  feel  that  if  they  press  for  a  written 
formal  agreement  they  are  insinuating  they  do  not  trust 
the  other  family  members.  Others  feel  that  this  is  the  only 
case  in  which  they  need  such  an  agreement.  Nothing  could 
be  further  from  the  truth.  Most  of  the  benefit  of  the 
agreement  will  be  achieved  in  its  preparation.  Every 
member  should  have  a  chance  for  input  and  discussion.  In 
this  way  they  will  be  much  more  aware  of  what  they  are 
getting  into. 

This  is  not  to  say  that  having  the  agreement  in  cases  of 
problems  is  unimportant.  It  does  however  stress  that  by 
each  person  understanding  exactly  what  is  expected  of 
them  and  what  they  can  expect  of  the  others,  much  of  the 
causes  for  discontent  can  be  eliminated  or  greatly  reduced. 

Now  that  you  have  examined  some  of  the  issues  facing 
your  family  business,  you  are  ready  to  discuss  the  specifics 
of  the  various  arrangements  and  choose  which  one  will 
best  suit  your  family  and  business.  This  will  require 
assistance  from  professionals. 
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